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wp.dse@unive.it 1 2 theoretically eliminate it, and the appointment of the Chairman requires confirmation from Congress, guaranteeing the government some level of influence.
The Federal Reserve System has three primary tools to influence economics; the Federal Open Market Committee (FOMC), headed by the Chairman, is delegated to decide how and when these tools are implemented. The first tool of the Fed is the process of "open market operations"-or the buying and selling of United States securities (such as bonds)
to influence the money supply and interest rates. The second tool is the power to set the required reserve ratio of commercial banking institutions, or the amount of liquid cash that banks must hold in relation to the amount of outstanding deposits. As its third tool, the Fed sets the discount rate, the interest rate at which these commercial banking institutions borrow money from regional Federal Banks in order to preserve the specific reserve ratio required by the Federal Reserve.
4
These tools allow the Fed to influence a great deal of operations. The amount of reserves that a bank is required to hold directly affects the amount of money that a bank can loan out. By lowering the discount rate, banks will be inspired to borrow from the government because they will have a relatively smaller burden in repaying the Federal Bank. If a commercial bank has more funds, it is then more likely to give out loans to prospective homebuyers or small business owners, thus spurring investment, consumption, and production. An increase in overall interest rates will slow down both individual consumption and borrowing-people will be more likely to save money for their children's education or other future investments, and businesses will be less likely to borrow money because the interest on that loan will represent too much of a future liability.
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II-Organization and Structure of the Federal
Reserve System (Fed)
Historical Perspective
To understand the structure of the Federal Reserve System, we need to understand first the characteristics of the U.S. politics at the time of its establishment in 1913. In fact why does one of the most prestigious institutions in the world have one of the most unusual structures?
The U.S. constitution in its checks and balances and its preservation of states rights mirrors clearly the fear of the founding fathers and the U.S. people at that time from a centralized power. And it was this fear of centralized power that was behind the hostility • Check clearance The 12 Federal Reserve District Banks have the following powers 13 :
• They establish the discount rates which are reviewed and determined by the Board of Governors • They decide over discount loans to member or non-member banks
• They select one commercial banker from each bank's district to serve on the Federal Advisory Council.
• Five of the 12 bank presidents have a vote in the Federal Open Market Committee.(The president of the New York bank always has a vote in the FOMC; and the other four votes rotate annually among the remaining 11 presidents).
b-Member Banks
The national banks that are chartered by the Comptroller of the currency are required to be members of the Fed, but other banks that are chartered by their respective states are not. Before 1980 only member banks were required to keep deposits at the Federal Reserve Bank on which no interests were paid. So it was costly to be member of the Fed especially when interest rates rise. The direct effect of this was that more and more banks left the Fed. Today 35% of all banks are members whereas in 1947 50% were. This decline in Fed membership narrowed the Fed's control over the money supply and it was harder for it to carry out its monetary policy effectively. In 1980, after pressure from the • The seven governors.
• The 12 reserve bank presidents.
• The secretary of the FOMC, the board's director of the Research and Statistics Division and his deputy. Moreover, the discount tool was to be controlled by both the Board of Governors 21 and the 12 district banks. But the ability of the Board to review the discount rate gave it more power over the district banks. Today it is mainly the Fed that set this policy tool. 
III-Monetary Policy
The conduct of monetary policy has a direct effect on the performance of the economy because it has a major impact on money supply and interest rates. The relationship between money supply and economic conditions is a vast subject that cannot be explained in this paper. But we will explain how the Fed uses three monetary policy tools to control money supply by either decreasing or increasing it.
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The three main monetary policy tools are the following:
• Open Market Operation
• Adjustments in the discount rate
• Reserve Requirement
Monetary Policy Tools a-Open Market Operation
Open market operation is "the Fed's purchase or sale of bonds in the open market" 23 .
When the FOMC meets eight times a year, it determines the target money supply level according to the present economic situation and future forecasts. This target money supply level is specified in the form of a range between a minimum desired limit and a maximum desired limit over the next coming months; rather than one definite target. b. Adjustments in the discount rate
The Federal Reserve System implements monetary policy largely by targeting the federal funds rate. This is the rate that banks charge each other for overnight loans of federal funds, which are the reserves held by banks at the Fed. This rate is actually determined by the market and is not explicitly mandated by the Fed. The Fed therefore tries to align the effective federal funds rate with the targeted rate by adding or subtracting from the money supply through open market operations. The Federal Reserve System also directly sets the "discount rate", which is the interest rate for "discount window lending", overnight loans that member banks borrow directly from the Fed. This rate is generally set at a rate close to 100 points above the target federal funds rate. The idea is to encourage banks to seek alternative funding before using the "discount rate" option.
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The equivalent operation by the European Central Bank is referred to as the "marginal lending facility."
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Both of these rates influence the prime rate which is usually about 3 percentage points higher than the federal funds rate. Lower interest rates stimulate economic activity by lowering the cost of borrowing, making it easier for consumers and businesses to buy and build, but at the cost of promoting the expansion of the money supply and thus greater inflation. Higher interest rates may slow the economy by increasing the cost of borrowing. The Federal Reserve System usually adjusts the federal funds rate by 0.25% or 0.50% at a time. The Federal Reserve System might also attempt to use open market operations to change long-term interest rates, but its "buying power" on the market is significantly smaller than that of private institutions. The Fed can also attempt to "jawbone" the markets into moving towards the Fed's desired rates, but this is not always effective.
C-Reserve Requirements
Reserve requirements have long been a part of U.S. banking history. Depository institutions maintain a fraction of certain liabilities in reserve in specified assets. The
Federal Reserve can adjust reserve requirements by changing required reserve ratios, the liabilities to which the ratios apply, or both. Changes in reserve requirements can have profound effects on the money stock and on the cost to banks of extending credit and are also costly to administer; therefore, reserve requirements are not adjusted frequently. The burden of reserve requirements is structured to bear generally less heavily on smaller institutions. At every depository institution, a certain amount of reserve liabilities is exempt from reserve requirements, and a relatively low required reserve ratio is applied to reserve liabilities up to a specific level. The amounts of reserve liabilities exempt from reserve requirements and subject to the low required reserve ratio are adjusted annually to reflect growth in the banking system.
Changes in reserve requirements can affect the money stock, by altering the volume of deposits that can be supported by a given level of reserves, and bank funding costs.
Unless it is accompanied by an increase in the supply of Federal Reserve balances, an increase in reserve requirements (through an increase in the required reserve ratio, for example) reduces excess reserves, induces a contraction in bank credit and deposit levels, and raises interest rates. It also pushes up bank funding costs by increasing the amount of non-interest-bearing assets that must be held in reserve. Conversely, a decrease in reserve requirements, unless accompanied by a reduction in Federal Reserve balances, initially leaves depository institutions with excess reserves, which can encourage an expansion of bank credit and deposit levels and reduce interest rates.
d-Comparison of the Monetary Policy tools
If we want to make a comparison of the three monetary policy tools that the Fed uses, we can say that the Fed uses mostly open market operations. In fact open market operations can be used without divulgating the Fed's intentions. By that way they can be used continuously over time. Also the Fed has full control over the volume of the operations, which explains their flexibility and preciseness. They are also very easily reversed and can be implemented quickly (No administrative delays). Moreover, the discount rate will affect money supply only if banks respond to it; and loans from the discount window are usually for short term; thus the adjustment made by using the discount rate tool is temporary. The discount window is also the tool by which the Fed play its role of lender of last resort; which explains why the Fed is very careful when using this tool and does not use it frequently. It also embarrasses banks in their loan able funds policy decisionmaking. The power of the Federal Reserve sets the required reserve ratio of commercial banking institutions, or the amount of liquid cash that banks must hold in relation to the amount of outstanding deposits is also an important policy tool. We take a brief look at only two of those goals which are high employment and price stability. If the economy is weak and the unemployment rate is high, the Fed may desire to increase the level of spending and investments to boost the economy (See Figure 4 ).
Goals of Monetary Policy
As discussed in part A of section III; it would do so by purchasing treasury securities using open market operations which result in the increase in the money supply and a decrease in the level of interest. By that way, an increase in money supply of loan able funds with low interest rates will cause an increase in business investments and spending.
This will result in offer for jobs thus yielding a high employment rate. Ideally the Fed would like to maintain a low inflation rate with a low unemployment rate.
But given that a simulative monetary policy reduces unemployment rate and restrictive monetary policy reduces inflation, both rates maintain a negative correlation as they move in opposite ways. This is the reason why the Fed may not be able to adjust both rates together 31 . This negative correlation is known as the "Phillips Curve" 32 and is shown in the following Graph 1. 29 Inflation is "the rise in price of goods and services, as happens when spending increases relative to supply of goods on the market"; Downes J, Jordan, E But does low inflation always mean high unemployment? In the next part of this paper we are going to see how the former Chairman of the Board of Governors of the Fed, Alan
Greenspan seemed to be able to maintain good growth with low inflation for almost ten years 34 .
IV-Greenspan's Federal Reserve and the United States Economy
The Federal Reserve can first increase the nation's overall money supply via the purchase of government bonds and securities from non-American government holders. The increased demand for bonds drives up their price and makes them appear less attractive to potential buyers, and individuals have an immediate boost to their liquid cash flow.
Assuming that the overall demand for liquid funds remains the same, interest rates on bonds fall-the purchaser of a bond will receive less profit in the future. For instance, if IBM sells a bond at $100,000 and promises to repay it in one year at $110,000, then the interest gained is $10,000 or 10%; however if the price of the bond increases to $105,000, then the interest gain falls to $5,000, or 4.8%. A drop in interest rates on bonds will 22 affect all national interest rates and drive them down. With the increased cash flow in consumer hands, spending will increase, as will investment because of the low interest payments on loans. Aggregate expenditure (total spending + total investment spending+ total government spending + net exports) thus increases, which, in the Keynesian model, leads to an increase in national GDP.
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On the other hand, the Fed can also slow down the economy by a reverse operation.
Selling bonds on the open market first increases the overall public money supply and drives the prices of bonds down. The overall decrease in interest rates will inspire less consumption, for both consumers and businesses, and more savings. Businesses will borrow less because of high interest rates on loans, thus decreasing investment spending 
The Federal Reserve's Reaction to 9/11
The terrorist attacks of 
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In the days following the terrorist attacks, the Federal Reserve injected $45 billion in emergency funds into the economy. 38 The logic behind this was to counteract the natural fear of spending consumers and businesses would exhibit after a destructive shock to the economy. For example, despite "patriotic buying" the stock market still plummeted as investors sold on airlines, New York based corporations, and other firms affected by the attacks, as evidenced above. As confidence decreased, Greenspan and the Fed decided to slash already falling interest rates. Before the terrorist attacks, the Fed had already cut interest rates seven times during 2001 in response to the earlier bursting of the Internet bubble and various other factors. On October 3 rd , the Fed cut benchmark interest rates one-half percent for the second time since the attack, down to a level of 2.5%, the lowest since 1962; the discount rate for banks also fell one-half percent to 2%. 39 By December 12 th , the Fed cut the rates yet again to a level of 1.75%, for a grand total of eleven cuts and a 4.75 point drop in interest rates for the entire year. 40 These moves were "intended to reduce borrowing costs across the economy, helping to stimulate more economic activity among consumers and businesses," and banks responded by cutting their lending rates at the same rate as the Fed did with each respective cut. Fed begin to raise interest rates again, up to 2.25% by the end of that year. 43 Raising interest rates increases savings returns but also premiums on mortgage, loan, and credit payments.
The Alan Greenspan Era
According to ABC News, in 1998 unemployment in the U.S. reached a 24-year low, inflation hit an 11-year low and consumer confidence was the highest it had been in 30 years. 44 In fact during the 18-year mandate of Greenspan (1987 Greenspan ( -2006 at the head of the Maynard Keynes and asserted that both trust their own judgment and that both believe in "discretionary policymaking" and in the "wisdom of managing the long run by treating it as a series of short runs".
In the Jackson Hole 2005 symposium, Greenspan stated that his own approach to monetary policy was the following: "Maximum sustainable economic growth...with price stability pursued as necessary condition to promote that goal" 47 . In fact, to Martin Wolf, Greenspan's focus on "maximum growth" along with his will to discover the "economy's speed limit" by trial and error is also one of the reasons behind his success. Moreover, Wolf asserted that Alan Greenspan rejects "monetary targeting" because the relationship between money and spending broke up in the 1980's and early 1990's.
In 1996, the Fed Chairman warned of "Irrational Exuberance" and the idea of bubbles in the economy. Greenspan argued that it is impossible to know whether a bubble is occurring and that the right solution resides in a flexible economy. A concern about Greenspan's approach to asset price bubbles is that the Fed was indifferent when prices were going up and intervened in an aggressive way when they were falling. According to Wolf, this policy encouraged investors to take excessive risks.
He asserted that Greenspan or the Fed should have warned people of the risks they incur in excessive speculation, "rather than act as a cheerleader for U.S. productivity". In fact during the Dotcom bubble, Greenspan believed that increasing share prices was a sign of confidence in the growth of American corporations. The second is that "giving so much discretion to an institution dominated by one person is risky". In fact it is not until 1994 that the Fed moved towards more transparency and openness to the public. It is in 1994 that it began to reveal the FOMC directives after each FOMC meeting. It is also not until 1999, that it began to announce the "bias" toward which monetary policy was likely to go. Furthermore, it is not until 2002 that the Fed began to report to the press the vote on the federal funds rate target during the FOMC 
Greenspan's Legacy
Clearly, the U.S. economy relies a great deal on the movements of interest rates. The Overall, the Federal Reserve did a good job of sustaining the U.S. economy after 9/11. Indeed, the purpose of the Federal Reserve is not necessarily to prevent cyclical downturns, but to shield the U.S. economy from sinking too far into the depths of cycles or, conversely, overheating to the point of excessive inflation. The Federal Reserve can also not be blamed for the escalating trade deficit that the federal government accrues by pursuing foreign military operations-it simply must take that into account when finetuning the economy. Perhaps more important than measured steps to preserve the U.S.
economy would be to end the growing deficits and create a sense of balance in budgetary and trade matters. In the end, the Federal Reserve's actions on interest rates have both positive and negative effects-both micro-and macro-issues must be included when formulating policy in order to achieve success in the U.S. economy.
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The Fed is one of the most prestigious institutions in the world. In fact it is not by pure The Federal Reserve and Greenspan's 57 leadership of it does bear part of the blame for the subprime collapse and the wider damage to which it has led. As is becoming ever more apparent, many of the lending practices in the mortgage market during these years, especially in the subprime market, involved carelessness, deception, or both. Many people borrowed who had no prospect of servicing the loans they took out; they were hoping either to resell the house at a higher price, or to refinance it and draw on the appreciated value to make their payments. Some borrowers were apparently induced to buy houses they could not afford, or to take out loans they should not have been granted, by irresponsible brokers and other agents keen to make commissions on transactions despite knowing they were inappropriate. Many of the banks that packaged these loans into securities also put them into complex investment "vehicles" that they did not understand, and sold them to investors who understood even less about them. The credit rating agencies, on which investors normally rely to inform them of such risks, were at best useless. Today the wreckage, consisting of abandoned houses, defaulted loans, displaced homeowners, banks making good on the billions of dollars of losses they had guaranteed, and uninsured investors marking down their portfolios, can be seen everywhere.
With respect to the housing bubble, the Fed asserts its innocence. It says that monetary policy was appropriate. It also takes the position that while, ex post, it is clear that supervision and regulation was too lax, no one saw the housing and credit bubble forming. Consequently, they cannot be blamed.
The assertion that the stance of monetary policy was appropriate given the measured inflation rate just assumes away the problem. If policy contributed to the bubble, then it was inappropriate regardless of the inflation rate. Contrary to the Fed position, people did see the housing and credit bubbles forming, although they were in the minority. Most importantly, the Fed as the central bank and the principle banking regulator alone had the responsibility of forestalling systemic risks. Even if no one else saw the bubble forming, the Fed should have. Saying no one else saw the crisis brewing is no defence.
The Power of Wall Street
The U.S. is now suffering from the aftershock of the irresponsible policies of Alan Greenspan. By keeping rates too low for too long following the terrorist attacks of 2001 and the dotcom crash, Ben Bernanke's iconic predecessor may have pleased his political masters, but he also pumped up America's gigantic real estate bubble. Throughout the crisis, it is difficult to avoid the impression that the Fed is too close to the financial markets and leading financial institutions, and too responsive to their special pleadings, to make the right decisions for the economy as a whole. Historically, the same behaviour has characterised the Greenspan Fed. The Bernanke Fed like the Greenspan Fed displays the same excess sensitivity to Wall Street concerns.
Conclusion
There is little room for doubt, that the Fed under Greenspan treated the stability, wellbeing and profitability of the financial sector as an objective in its own right, regardless of whether this contributed to the Fed's legal triple mandate of maximum employment, The Fed must show some backbone. If you always take the friendly way out, no bubbles will ever be pricked and we shall always be reacting to crises in an increasingly speculative world. Paul Volcker, the Fed chairman before Alan Greenspan, had the character to do tough, unpleasant things where necessary. Paul Volcker was sacked for implementing unpleasant but necessary policies. Greenspan and Bernanke in contrast have not been able make the hard decisions. There is a need for President Obama to stop appointing as Fed chairmen either academic economists -out of touch with the messy real world (Bernanke) or mediocre commercial economists (Greenspan) and find someone with solid banking experience.
